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ix months before entering stage two of European Monetary Union (EMU) the European Monetary System (EMS) faced the greatest challenge since its foundation in 1979. It was met by widening the bands for mandatory interventions to plus or minus 15 percent from the central parities. Because this decision could hardly be interpreted as a rescue of the EMS, but rather as a de facto suspension in favour of flexible exchange rates, the implications for Maastricht and the planned EMU moved immediately to the centre of public discussion.
Three strains of arguments can broadly be distinguished (cf. Table 1): [] The first strain of argument interprets the crisis as a -late -signal from financial markets to European policymakers that because of fundamental divergences -nominal and real -a European currency area does not exist, that EMU is not feasible?
[] A somewhat different perspective is expressed by argument number two. Due to convergence of nominal variables, like interest and inflation rates, a European currency area has gradually evolved since the 1980s. This currency area, however, was hit by an asymmetric shock, German unification, which called for the exchange rate instrument to prevent the development of fundamental divergences. Recent events on the European exchange markets should be interpreted as a warning that the results of empirical studies, 2 showing that the potential for asymmetric shocks in Europe is quite high, should be taken seriously. EM U could be associated with rather large costs.
[] The third interpretation argues that the current problems of the European currency area were not caused * University of Trier, Germany.
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by the shock itself, German unification, but by the policy response to this shock. Under the given institutional setting of macroeconomic policy, this response had to have asymmetrical effects. Monetary union would change this setting and is therefore not only feasible, but desirable. Hence, there is no evidence that the EMS crisis tells us anything about the maturity of the European economies to form a monetary union2
At first the development at the European exchange markets seemed to be in line with arguments I and II (cf. Figure 1) . The EMS currencies of the former narrow band reached historical lows versus the Deutsche Mark. They recovered, however, after the Bundesbank cut interest rates twice in September and October. At the end of the year they crossed the former lower band limit, restoring somewhat the status quo. At the forward market (three months) only the Danish Krone did not pass the former lower band limit (cf. Figure 2 ). 4 Obviously, the empirical record does not favour anyone of the three interpretations mentioned. A deeper analysis is indispensable.
Causes of the EMS Crisis
When the Italian Lira and the Pound Sterling left the exchange rate mechanism in the autumn of 1992, and the Spanish Peseta was devalued three times in succession and had to be supported by the introduction of temporary capital controls, one explanation for the EMS crisis was easily found: to restore competitiveness, the real appreciation of the currencies mentioned, caused by remaining inflation differentials vis-&-vis Germany and nominal exchange rate stability from 1987(90) to 1992, had to be corrected. Since the authorities were not able to agree on an orderly realignment, the markets had to force them to change the central parities.
There is no point arguing over facts, such as the real appreciation of the currencies mentioned vis-~.-vis the Deutsche Mark S. A glance at the current account balances confirms that there was a need to adjust nominal and real exchange rates, even if, with respect to Germany dueto the unification boom, Italy has been reporting a surplus and the deficit of the United Kingdom has been declining significantly.
In comparison to the past, however, the recent EMS crisis exhibits two unique phenomena, which severely weaken the explanatory power of the real appreciation argument:
[] Real appreciation and a loss of competitiveness were more or less the cause of each EMS crisis since 1979. All the more does an explanation have to be found for why, for the first time in EMS history, the authorities did not resort to the realignment instrument to solve the crisis, or failed in doing so.
[] From September 1992 to July 1993-for the first time in EMS history -all EMS currencies, with the exception of the Dutch Guilder, came under pressure vis-a-vis the Deutsche Mark. None of them were burdened by a real appreciation, and a need to devalue could not be recognized.
Stressing these special circumstances of the recent 
Internal vs. External Stability
The necessity of widening the bands for mandatory intervention had its roots in the growing dilemma which several EMS countries faced: the choice between external and internal stability. This is technically correct: most EMS economies were in need of lower interest rates to assure internal stability, to prevent recession turning into depression. S The Bundesbank lowered interest rates only carefully because internal stability considerations in Germany were mostly directed towards price stability. Under these macroeconomic conditions, the parity grid with narrow bands was not sustainable as long as expectations of a devaluation of the Deutsche Mark were absent. If external stability is equated with exchange rate stability, there was indeed a dilemma.
Usually, however, external stability is not defined as exchange rate stability. Exchange rate changes are seen, rather, as an instrument for restoring external equilibrium, measured by the current account balance. This is in particular the case when an expansionary policy, aimed at internal stability, leads to growing current account deficits. The current account balances of France, Denmark, the Benelux-countries and Ireland, however, are either in surplus or show declining deficits. In contrast to that, the German current account has swung from a large surplus to a deficit, due to the unification boom. Accordingly, there was no need for a change in central parities to restore 4 Before August 1 st the development on the forward market was of great importance, because it signalled whether market participants expected a realignment or not. For details cf. W. F i I c, S. B r e d e m e i e r : EWS und US-Dollar: Analyse und Prognose der Wechselkursentwicklung, Stuttgart 1989, pp. 83 ft.
5 The Bankof England, however, presents evidence that, taking effective exchange rates deflated by normalised (i.e. cycle-adjusted) unit labour costs, the Deutsche Mark has experienced the most marked appreciation over the last decade. Spain's real exchange rate also rose sharply, while the appreciation of the Lira and Pound Sterling was rather modest. Cf external stability in the core countries of the EMS. The situation is not comparable to the one at the beginning of the 1980s. At that time, the French Franc had to be devalued three times in eighteen months in order to cope with external disequilibrium caused by the expansionary policies of the first socialist government to fight the 1982 recession. At present, the role of the exchange rate is different: the widening of the bands has actually offered the EMS countries the possibility of aiming at internal stability by reducing interest rates.
German Unification
Both arguments mentioned above, real appreciation and the external vs. internal stability dilemma, are applicable to explain problems in any fixed exchange rate system. They do not reflect the fact that the EMS was increasingly seen as a platform for European monetary integration, culminating in European Monetary Union. This is done by a third argument, which states that during the 1980s a European currency area evolved. This currency area, however, was hit by an asymmetric shock, German unification.
The difficulties caused by an asymmetric shock are obvious if a common currency area, consisting of two different regions, is assumed. Suddenly, a demand shift occurs from the (only) good which is produced in one region, to the (only) good which is produced in the other region. If price level and nominal wages are inflexible downward and labour is completely immobile between the two regions, the asymmetric shock causes unemployment in the region which faces a reduction in demand, and inflation in the other region. Adjusting the exchange rate could prevent this by raising the price of the good produced in the boom region, and vice versa. 7
Events (German unification), economic performance (inflation in Germany, recession in the rest of Europe) and exchange market reaction (EMS crisis) are in accordance with these theoretical considerations. Financial markets came to the conclusion that currently European Monetary Union is not feasible, although a European currency area has evolved since the 1980s.
There are, however, some differences between theory and facts, which do not rely on a discussion of the rather unrealistic assumptions on which the theory is built. In particular, to associate German unification with an asymmetric shock runs counter to the empirical fact that the current account of most EMS countries with respect to Germany has improved since 1990. From a European perspective, the shock, German unification, was rather symmetrical, albeit with a regional accent. 8 The question is: Why were the macroeconomic effects asymmetrical ?
In a large currency area regional shocks are usually of no concern to macroeconomic policy-makers. Taking the United States as an example: 9 a regional boom, such as the one in the oil states due to rising oil prices in the seventies and early eighties, has virtually no effect on monetary and fiscal policy at the federal level. It is regarded as a regional shock and therefore remains a regional shock without any asymmetrical effects. Having to choose between these alternatives has characterized European monetary integration since 1991.12
Anchor Currency and Currency Area
The institutional setting of monetary policy in Europe is very much like the one stylized in the "Texas-example". In the 1980s, the Deutsche Mark became the anchor currency of the EMS. The term "anchor-currency" implies that this currency has to have an outstanding quality in comparison to the other currencies of the exchange rate system. This special quality is reflected in an economic variable: the rate of interest. Loans and bonds denominated in Deutsche Mark have to have a lower interest rate than loans and bonds denominated in any other EMS currency. This implies that interest rates in other EMS countries cannot fall below interest rates in Germany, as long as the Deutsche Mark is the anchor currency of the EMS.
Why did the anchor currency framework cause no problems in the 1980s, but became associated with a "comparative success of the EMS"?13 An anchor currency is necessary if a currency area is to be built by market mechanisms, not by the force of political orders. To stretch the analogy a little further: the anchor Deutsche Mark was required to prevent the other European currencies' being swept away from the island of "price stability" by the second OPEC shock. German monetary policy became European monetary policy, which implied that the other EMS countries had to abolish the monetary policy instrument to deal with regional shocks?' Accordingly, participants on the European exchange markets put pressure on currencies if they felt that income, fiscal and/ or monetary policy in one or a group of EMS countries did not follow the European monetary policy or was unable to follow it without devaluation. Realignments were an effective instrument to solve the crises (cf. Table 2 ).
Hence, the success of the EMS in the 1980s was easy to measure by the frequency of realignments and the convergence of nominal variables. Figure 3 , showing standard deviations of the inflation rates, short-and longterm interest rates, deficit/GNP and debt/GNP ratios and unemployment rates, presents evidence that, for nominal variables, the level of convergence is quite impressive and actually continues. The EMS fleet came closer to harbour, reached the island. The stability of the EMS, between 1987 and 1992, cannot be seen as having rested on an illusion by market participants, supported by political euphoria for European integration, but was based on economic facts.
Because this success was based on the Deutsche Mark's being the anchor currency of the EMS, it can actually be argued that the Bundesbank's monetary policy since 1991 was necessary to secure European monetary integration. The argument runs as follows: an unstable currency at home cannot survive as the anchor currency of a fixed exchange rate system. The Bretton Woods ~ This is just another way of describing the "impossibility theorem", which holds that policy authorities cannot simultaneously and continously follow the three objectives of free capital mobility, fixed exchange rates and an independent monetary policy. Cf 
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experience clearly points in this direction. Since the EMS was built on the anchor "Deutsche Mark", the Bundesbank's efforts to restore internal stability, meaning price stability, served German as well as European interests.
The argument, however, neglects two important considerations:
[] An anchor currency is only required as long as there is "something to anchor". In the countries forming the core of the EMS this is not the case anymore.
[] The anchor currency country was hit by a regional shock, German unification. Accordingly, its central bank Source: CEPS.
----t,----change debt/GNP had to decide whether to implement a national policy, reacting to the regional shock, or to stick to the European policy option. This distinguishes the crisis of 1992/93 from the EMS crises in the 1980s. They were caused by economic policies in EMS countries which were incompatible with the course of European monetary policy, set by the Bundesbank. A simple solution was a realignment to compensate for the policy mistakes, providing a basis for a fresh start. Realignments solved the crises and stabilized the European currency area. If economic policies in the anchor country 16 run counter to European monetary policy, European monetary policy is superseded by national monetary policy. In this case, a crisis cannot be solved within the mechanisms of the "old EMS", because they were based on the identity of national and European monetary policy in the anchor country.
Options for the Future
The main lesson taught by the recent EMS crisis is not that the economic fundamentals for European Monetary Union are missing. The main lesson is that acurrency area cannot last very long without a monetary policy taking responsibility for the whole area. The financial markets called for an end to this unstable arrangement, forcing the authorities to decide: re-establishment of a common monetary policy (interest rate reduction in Germany) or a break-up of the currency area (flexible exchange rates). That is why all EMS currencies were in opposition to the ~5 For the sake of the argument, which stresses the instability of the monetary policy arrangements in Europe, it is assumed that the Bundesbank's monetary policy since 1991 can be justified by the economic situation in Germany. What are the main options for European monetary integration, leaving legal problems aside? One proposal relies on the reintroduction of capital controls, which would allow different levels of interest rates in Europe and may dampen speculation? 7 There are two disadvantages to this line of reasoning. First, it is questionable whether capital controls are an effective instrument to put a brake on capital flows. In particular, in a crisis like those of September 1992 and July 1993, if market expectations are all one way, it is rather unlikely that capital controls would be able to stabilize the system? 8 Second, capital controls would destroy the common European financial market and, therefore, the European currency area. In this respect, the realization of the proposal would have the same negative effect as the problem it is intended to solve.
Another option is the return to the old, narrow bands as early as possible. This was the intention, publicly announced by finance ministers and central bank governors of the European Union, after the decision to widen the bands had been made. Narrow bands are designed to serve as a disciplinary instrument to regulate economic policies. For the core countries of the EMS this instrument is not needed anymore. Accordingly, narrow bands do not contribute to the solution of the current problem. As long as the Bundesbank cannot guarantee a common European monetary policy, the return to narrow bands would, rather, be counterproductive. Market participants would immediately test the willingness of the authorities to defend central parities. This would lead to higher interest rates in Europe, thereby aggravating the problem. The return to narrow bands can only be recommended when the current problem has been solved. this is not the case. Monetary policy will continue to be the responsibility of the national central banks until the third stage of EMU. As before, the course of European monetary policy will be set by the central bank of the anchor currency, if such a policy is formulated at all. The EMI is an institution without any real authority.
Measures to change this slightly have been proposed. For example, it was suggested that each national central bank should have the obligation to report its policy decisions to the EMI. Another proposal argues for a supplementary clause to the German "law on the Bundesbank", taking into account the effect that German monetary policy actually has in Europe? 9 There are no signs, however, neither from the German government nor from the Bundesbank, that these proposals will become reality in the near future.
This means that the future of the European currency area will depend largely on good luck. The hope is that drastic changes in the management of European monetary policy will not be necessary because the level of real economic activity in Germany and Europe will converge and the Bundesbank will respond to these developments by further lowering interest rates. There are some indicators that point in this direction (cf. Figure 4) . However, to prevent the kind of instability the EMS witnessed in the early 1990s in the future, nothing less than monetary union for the core countries of the EMS is requi red. While the risks of monetary union are pretty small due to a high degree of nominal convergence, the chances of success are rather high, because a common European monetary policy could be of significant importance to overcome the recession, laying the groundwork for recovery. Again, the developments in the "currency area" United States may be taken as a good example of how this can be achieved.
